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SUMMARY 

The  Latin  American  region  carries  a  heavy  debt  to  exoort 
r a 1 1  o  .  T h a t  r a t  i o  c a u. s e s  c o n d  i  t  i o n s  w h  ich  t hi r e a t e n  U  . 3  - 
n  a  t  i.  o  n  a  1  s  e  c  u  r  i  t.  v  i  n  t  e  rests. 

High  debt  to  export  ratios  cause  domestic  economic  growth 
impediments  and  increase  inflationary  pressures  .  These  in 
turn  encourage  higher  taxes  and  duties,  hamper  investment  , 
and  discourage  .job  creation.  The  end  domestic  result  for 
Latin  American  countries  is  a  decrease  in  general  1 iving 
conditions  with  a  resultant  increase  in  the  instability  of 
the  government,  in  power. 

ij.S.  national  interests  are  threatened  by: 

---  Declining  U.S.  markets  in  Latin  America 
—  Loss  of  U.S.  domestic  jobs 
—  Negative  effects  on  U.S.  trade  deficit. 

—  Increasing  tensions  between  U.S.  (creditor)  and 
Latin  American  (debtor)  governments 

—  Increases  in  drug  production  in  Latin  America  in 
resoonse  to  high  unemployment 

—  Instability  —  to  include  nuclear  Drol iteration , 
terrorism,  and  population  pressures  —  in  proximity 
to  the  continental  U.S. 

The  goal  of  the  U.S.  is  to  bring  about  an  orderly  decrease 
in  the  debt  and  debt  service  of  Latin  American  countries. 


ISSUE  DEFINITION 


In  an  era  of  -finite  and  declining  resources  which  can  db 
allocated,  the  U.S,  must  -find  wavs  in  Latin  America  to: 

—  stimulate  economic  growth  so  that  there  is  an 
improvement  in  capability  to  service  outstanding 
debt  . 

—  reverse  cap  i  till  f  1  lght  so  that  new  -funds  are 
a v a i  1  a b  1  e  -for  i n v e s t m e n t 

—  reduce  debt  and  debt  service  requirements 


BACKGROUND/  ANAL Y S 1 S/CURRENT  POL I C Y 
Background  R a o i d 1 y  inc r e a s e d  L a t i n  A m eric a n  d e b t  b e g a n  i n 
the  earl v  1970s  with  the  OPEC  increases  in  oil  prices.  Some 
debt  difficulties  occurred  in  the  70s  but  the  overall 
problem  did  not  emerge  until  19S2  when  most  of  Latin  America 
had  to  reschedul e  external  debt.  Latin  American  debt  was 
$16  bill  ion  in  1970,  rose  to  16i  bill  ion  in  1978.  and  then 
exploded  to  360  billion  in  1983.  With  the  restructuring  o-f 
debt  in  1982/3,  new  capital  became  scarce  but  debt  did 
increase  to  441  billion  bv  1988.  Since  then 'overall  debt 
has  fallen  slightly  to  426  billion  dollars.  Dependent  on 
the  country,  between  80  and  90  percent  of  all  debt  is 
privatel y  hel d . 

In  the  late  1970s  and  early  80s,  exchange  rates  in  most 
L a t i n  A m e r i c a n  c o u n  t  ries  were  o verval u e d .  T  h i s 


overvaluation  of  currency  led  to  1  arge  trade  deficits  and 


c a p  1 1 a  l  flight.  The  w o rid  e c  a n  omy  a u r  i  n  g  t  h a. t  p e r  i  o d  w a s 
undergoing  deterioration .  Interest  rates  increased 
dramatical  i v  ,  economic  activity  declined,  and  real  commodity 
□  r i c e s  pi u  m meted . 


Higher  interest  rates  in  creditor  nations  increased  debt 
service  burdens  on  the  debtor  nations.  Declining  economic: 
activity  caused  real  decreases  in  economies  and  thus  real 
decreases  in  gross  domestic  product.  Lower  commodity  prices 
resulted  in  lower  export  earnings  in  Latin  American 
countries  thereby  lowering  GDP. 

The  second  half  of  the  80s  saw  a  reversal  of  many  of  the 
adverse  external  conditions  which  Latin  American  debtor 
nations  were  facing.  Interest  rates  on  loans  fell ,  world 
economic  activity  increased .  and,  because  the  dal  1 ar  was 
depreciated,  exports  which  were  tied  to  the  dal  1  ar  became 
m  o  r  e  c  a  m  p  e  t  i  t  i  v  e  .  U  n  f  o  r  t  u  n  a  t  e  1  y  ,  o  r  i  m  a  r  v  e  x  p  o  r  t  o  r-  o  a  u  c  t 
prices  continued  to  fall .  This  led  to  a  loss  in  export 
r e v enues  with  a  resultant  contin u e d  inc r e a s e  —  a fc  a  s 1 o w e r 
pace  ---  in  debt  ratios. 

An  a.l  y  s  i  s  Debt,  held  by  foreign  countries  is  difficult  to 
d e a  1  with  b y  debtor  n a t  i o n s  .  Debt  is  held  i n  c: u r r e n c y  o t h e r 
than  domestic,  and  therefore,  the  claim  against  debtor- 
nations  represents  a  real  claim  which  cannot  be  inflated 


awav ,  Actual  goods  and  services  must  be  del i vered  to 
generate  foreign  exchange  necessary  to  retire  and  service 
d  e  b  t  ,  Re  s  u  1  t  a  n  1 1  y  ,  domestic  1  i  v  i  n  g  stan  d  a  r  o  s  a  e  ere  a  s  e  . 

Debt  represents  a  real  drain  of  resources  from  debtor 
nations.  In  1988  there  was  a  net  transfer  of  $30  oil  1  ion  out 
of  Latin  America.  Incurring  additional  debt  burden  as  a 
means  of  spreading  out  burden  over  time  is  not  an  option 
because  of  credit  un worth i ness .  Growth  is  a  means  of 
decreasing  debt  burden  but  cannot  be  used  because  growth 
reouires  increased  imports  of  capital  goods  and  intermediate 
products.  Simply  stated,  there  is  not  enough  foreign 
exchange  capital  or  foreign  investment  capital  available  for 
the  imports. 

Over  the  past  seven  years,  debtor  adjustment  programs  were 
expected  to  improve  credit  worthiness  of  debtors  and  allow  a 
return  to  vol  unitary  lending  by  creditors.  This  has  not. 
happened.  Now  there  is  real  concern  that  conditions  may 
deteriorate  further.  Investment  has  declined  sharply.  This 
i n  t u r n  has  ef f ec t i vel y  decapitalized  the  c  o u n  t r i e s . 

Many  debtor  nations  have  attempted  to  run  trade  surpluses  to 
earn  dol 1 ars  to  service  debts.  This  is  done  primarily  bv 
depreciating  their  currencies  to  gain  competitiveness, 
restricting  imports,  and  expanding  exports  as  much  as 
possible.  All  of  these  actions  end  up  being  perceived  as  a 


threat  to  world  trade.  Countries  which  use  them  ot ten  have 
t hei r  e x oor t s  restricted  i n  t h e  U . S .  m a r k e t s .  ft e s t r i c t i o n 
in  turn  lowers  their  a.b  i  1  itv  to  service  debts. 

There  is  also  bad  news  on  the  creditor  side  of  the  equation  . 
Private  creditors  are  increasingly  seeking  to  have  tax pavers 
t  a k  e  o v e r  rn ore  of  the  c  r e d  i  t  o r  b u r d  e n  e  i  t  h e r  t  n  r o u  g  h 
government  expanded  loans  or  guarantees . 

Default  on  loans  is  also  a  very  real  problem.  Default  by 
debtor  nations  would  make  domestic  capital  scarcer  as  the 
loans  are  written  off  the  books  and  the  creditors  value  is 
decreased.  Addit i o n  a 1 1 y ,  r e o  u d i at  ion  of  1 o a n  s  c  o u 1 d  v e r y 
well  be  the  catal yst  for  a  banking  crisis  of  major 
proportions.  Even  if  a  banking  crisis  could  be  averted  .  the 
cost  of  money  would  likely  increase  dramatical  1 y  and  cause  a 
slowdown  of  investment  in  the  domestic  U.S.  economy. 

The  debt  burden  is  increasing  tensions  between  the  U.S.  and 
debtor  nations.  Impositions  placed  on  debtor  nation 
economies  to  deal  with  debt  burden  pose  a  threat  to  the 
governments  of  those  nations.  Fear  of  radical ization  is 
growing.  Debt  reduction  is  reauired  to  ease  political 
tensions  and  improve  Latin  American  domestic  markets.  This 
in  turn  would  allow  the  Latin  American  countries  to  buy  more 
imports  from  their  dominant  trading  partner  to  the  north. 
Strengthening  of  U.S.  Latin  markets  would  improve  our 


Da)  ance  of  trade .  Domestic  market  improvements  in  Latin 
America  would  have  favorable  impacts  on  environmental 
concerns .  human  development  concerns,  and  technology 
transt er . 

The  impact  of  the  debt  crisis  in  1981-3  caused  measurable 
effects  which  could  be  extrapolated  to  the  present  situation 
should  the  burden  not.  be  reduced  .  In  the  United  States ,  the 
Commerce  Department  has  estimated  that  each  $1  billion  in 
exports  sustains  approximately  25,200  Jobs,  During  the  81-3 
recession,  declining  U.S.  exports  to  Latin  America  accounted 
for  a  loss  of  nearly  400.000  jobs  and  an  additional  500,000 
have  been  lost  since.  It  is  clear  that  economic  progress  in 
developing  nations  has  both  a  direct  and  an  indirect  impact 
on  the  economic  performance  of  the  United  States, 

On  a  macro  level ,  the  U.S.  economy  is  tied  into  the  larger 
world  economy.  If  the  world  economy  takes  a  downward 
plunge,  the  U.S.  economy  suffers  as  markets  are  reduced  , 
capital  dries  up,  interest  rates  rise,  and  defaults  go  up. 

Current  U.S.  Policy  The  U.S.  has  shifted  from  a  passive 
policy  of  encouraging  debt  restructuring  to  one  which  writes 
down  debt  and  helps  refinance  loans.  Policy  is  now  governed 
by  the  Brady  plan  which  was  announced  in  March  of  1989 . 


In  general  ,  the  plan  calls  tor  creditor-  banks  to  agree  to 
voluntarily  reduce  the  value  of  their  claims  by  cutting 
principal  or  interest  in  return  tor  guarantees  on  the 
r emain ing  portions  of  t h e 1 r  d e b t .  D u ring  n e g o t i a t i o n s 
between  banks  and  debtor  nations,  banks  are  presented  with 
options  tor  debt  reduction.  They  may  choose  one  ot  those 
options  or  they  may  decide  to  hold  the  total  debt  in  the 
hope  that  they  will  ultimately  be  repaid. 

T  h  e  r  o  1  e  of  intern  a  t  i  o  n  a  1  -f  inane i a  1  i  n  s  t  i  t  u  t  i  o  n  s  i  s  t  o 
provide  -financing  for  guarantees .  Financing  can  take  the 
form  of  collateral  on  the  reduced  value  of  the  debt,  or  bv 
giving  debtor  governments  financial  support  directly  for  the 
repurchase  of  their  debt . 

Under  the  plan,  debt  would  be  handled  on  a  case  by  case 
basis.  Each  debtor  country  negotiates  separate! v  with  its 
creditor  is)  .  Additionally,  the  plan  stipulates  that 
economic  reforms  under  the  supervision  of  the  World  Bank  and 
the  International  Monetary  Fund  (IMF)  must  be  put  into  place 
prior  to  a  debtor  country  receiving  rel lef  under  the  plan. 

Significantly,  the  Brady  plan  recognizes  that  when  debt 
burden  gets  so  high  that  it  cannot  be  paid,  it  must,  be 
reduced  before  credit  worthiness  can  be  regained.  It  also 
recognizes  that  stretching  out  payments  over  time  is 


unlikely  to  hel o  stimulate  economies  enough  to  restore 
property  and  reduce  debt  through  growth  . 

The  ways  to  reduce  debt  under  the  pi  an  are: 

—  buybacks 

—  conversion  ot  debts  into  bonds  with  lower  princioa I 
or  interest 

—  exchange  of  debt  tor-  equity 

U nder  t he  b u y b a. ck  a p t i o n  ,  debtor  c o u ntries  u s e  c a. s h  r e s e r v e s 
to  reou.rcha.se  some  debt  -From  creditors  at  discounted  prices . 
T h e  d  i s c o u nt  price  is  a. v a. i  1  a b '!  e  thro u g h  s e c o n d a r v  « a r k e t s 
and  is  based  on  the  expected  return  on  the  debt.  For 
example,  Brazilian  debt  sells  -for  33  cents  on  the  do'i  1  ar  in 
the  secondary  markets.  At  that  price,  Brazil  is  able  to 
retire  3  dollars  ot  debt  tor  every  doll ar  it  uses  in  a 
buvback  .  It  Braz i 1  qualified  and  desired,  it  could  borrow 
money  from  the  IMF',  retire  debt  at  a  ratio  of  3  to  I  .  and 
—  in  the  end  —  owe  the  new  debt  to  the  IMF-'. 

Debt  conversion  reduces  debt  by  converting  it  into  a  new 
asset.  Countries  negotiate  with  their  creditors  to  convert 
debt  into  new  securities  which  require  a  lower  servicing  of 
the  debt.  This  might  be  negotiated  at  lower  interest  rates 
in  return  for  guarantees  that  the  new  debt  would  be  safer 
than  the  old  debt.  This  could  be  done  with  coll aterai 
through  the  Worl d  Bank . 


Debt-equity  swao  is  a  debt  reduction  measure  that  he  Ids 
s t  i rn u late  the  debtor  n a t  io n  '  s  econ o m y  .  T h e  d e b t a r  n a t  ion 
repurchases  outstanding  debt  using  local  currency .  The 
seller  is  then  required  to  invest  that  money  into  the  debtor- 
nation.  The  interest  here  is  that,  the  seller  is  1  ikely  to 
be  a  third  party  who  purchased  the  debt  at  a.  deep  discount 
-from  the  originating  bank  and  now  sells  it  at  a  higher  rate 
to  the  debtor  nation  albeit  in  local  currency.  The  problem 
w 1 1 hi  t his  a r r a n g e men t  is  t h a t.  w n en  the  new  i n v e s t rn s n t  i s 
made,  it  increases  the  monetary  supol y  within  the  country 
and  results  in  inf  1  at  ion arv  pressures  .  To  reduce  that, 
effect.  the  debtor  nation  is  expected  to  -float  a  bond  issue 
to  help  soak  up  the  monetary  increase .  The  end  result  is 
trading  international  debt  for  domestic  debt.  Because  local 
debts  tend  to  carry  higher  interest  rates  than  the  original 
bank  debts,  interest  payments  may  rise  instead  of  fall  „ 

The  most  significant  point  in  the  Brady  plan  is  that,  it 
states  that  overal 1  debt  must  actual  1 y  be  reduced  and  gives 
a  framework  through  which  initial  negotiations  can  start  . 

Several  problems  arise  with  the  Brady  plan.  Major 
objections  appear  from  creditors.  The  first,  is  a  rel  uctance 
to  provicie  some  of  the  funds  for  debt  reduction  transfers. 
This  reluctance  stems  from  a  wariness  at  having  a'i  ready  been 
stung  once.  The  second  objection  is  to  the  request  of  the 


Brady  plan  for  creditors  to  voluntarily  amend  the  terms  of 


their  agreements  through  waivers.  The  banks  do  not  embrace 
the  waivers  which  will  expedite  debt  reduction.  The  last 
objection  is  that  banks  have  to  record  losses  just  as  other 
c o m d a n  ies  ci o  .  A s  t h ey  are  res p onsibl  e  t o  t heir- 
stock  hoi  ders  ,  they  are  rel uctant  to  voluntarily  reduce  debt  . 

Other  problems  have  also  surfaced.  Banks  are  effect.  i  vel  v 
encouraged  to  hold  out  as  long  as  possible  in  the  hopes  that 
another  creditor  will  reduce  debt  and  thereby  drive  uo  the 
secondary  price  of  the  remaining  debt.  Any  agreement  to 
reduce  debt  must  put  the  bank  in  a  better  position  than  it 
it  remained  with  the  original  debt.  As  banks  holdout,  the 
secondary  price  of  the  debt  increases  to  approach  100%  as 
credit  worthiness  is  restored  .  There-fore,  banks  are 
unwilling  to  be  the  first  to  negotiate  debt  reduction.  This 
is  known  as  the  -free  rider  effect. 


Despite  the  difficulties  discussed  above,  there  are  real 
possibil ities  within  the  framework  of  the  Brady  plan. 
Combined  with  a  new  awareness  of  markets  provided  bv  our 
southern  neighbors  and  the  emphasis  of  President  Bush  s 
recent  proposal  to  develop  a  trading  bloc:  in  the  Americas, 
the  Bradv  plan  should  begin  to  have  some  of  the  desired 
ef  f  ects . 


RECGMMENDAT I GNS 


The  Brady  oi an  gives  real  oromise .  Some  debtor  nations  are 
complying  with  the  economic  re-forms  which  must  be  monitored 
under  the  ol an.  While  they  do  dampen  the  domestic  1 iving 
standards  among  some  of  the  populace,  they  have  not  produced 
the  Draconian  effects  which  have  caused  riots  in  the  oast. 
This  is  encouraging  because  reform  paves  the  way  for  debt, 
r e d u c: t. i o n  u n d e r  the  pi  a n  . 

As  evident  from  the  creditors''  objections  to  the  p  i  an  ,  it.  is 
vital  to  get  real  debt  reduction  started  in  order  for  the 
plan  to  gain  the  momentum  which  could  cause  free  market 
economies  to  kick  in  and  make  further  debt  reduction  a 
possibility.  I  recommend  the  following  additional  changes 
be  made  to  U  .8 .  to  start  debt  relief. 

Mandatory  par t i c i pat i on  T h e  U . S .  T r e a s u r y  D e p a r t m e n t  m u s t 
make  part ic ipat ion  by  all  banks  in  debt  reduction  mandatory . 
The  percentage  of  debt  held  by  each  creditor  would  determine 
the  percent  of  debt  reduction  required  of  each  bank.  This 
would  result  in  eaui valence  of  reduction  for  each  and 
overcome  stockholder  objections.  The  free  rider  effect  would 
decrease  also. 

Favorable  treatment  for  creditors  T  h  e  U  .  S  ..  T  r  e  a  s  u  r  y 

Department  must  give  creditors  full  scope  of  flexibility  to 
gain  advantage  from  debt  reduction.  These  should  include. 


at  the  1  east ,  -favorable  treatment  under  tax  laws  tor 
write-offs .  Present  accounting  practices  under  U.S.  tax 
laws  allows  the  write— o-f-f  of  only  the  current  value  of  the 
investment  being  written  off.  This  means  that  a  bank  would 
on 1 v  be  allowed  to  deduct  the  debt  reduction  at  the 
secondary  market  value.  The  write-off  should  be  allowed  at 
face  v a 1 u e  f  o r  m a x i m um  i n c enti v e . 

Reasonable  accounting  practices  The  U.S,.  should  stoo 
allowing  banks  to  carry  high-risk  and  “troubled"  loans  on 
their  books  at  face  value.  Requiring  banks  to  write  loans 
down  to  actual  market  worth  would  be  a  "stick"  to  encourage 
debt  reduction  negotiations. 

Creditor  rank  order  and  preference  U.S.  policy  should 
require  a  rank  order  and  payback  preference  program  to 
encourage  creditors.  Under  this  system,  banks  which 
participate  in  debt  reduction  would  take  priority  in 
reoavment  guarantees  over  banks  which  do  not  participate . 
Other  creditors  would  not  be  paid  until  the  renegotiated 
loan  had  been  fully  serviced  or  repaid.  All  other  creditors 
would  share  equally  in  whatever  payments  were  left  after  the 
senior  (renegotiated)  loans  had  been  serviced.  This  would 
give  creditors  real  incentive  to  participate. 

Creditor  consol i dat i on  Smaller  creditors  should  be 
encouraged  to  sel 1  their  debt  on  the  secondary 


market,  or  to 


c o n s o 1  id a t e  it  wi t h  1 arg e r  c r e d 1 1 o r s .  This  w o u  1  d 
stronger  cartel  of  creditors  with  which  to  deal  a 
f  ree  r  i  d car  e-f  f  ec  t  s  . 

Capital  f  1  i  oh  t  reversal  1 1  is  essential  t  o  r  e  v  e  r  s 
capital  flight  from  Latin  America.  U.S.  contr.ibi.it. 
t  n  i  s  shou  Id  incl  ude  remov  i  n  g  sub  sidies  to  LJ  .S  ,  □  ro 
t h a t  r e d uce  compet it i v eness  of  L a t i n  p r o d u c e r s  a n d 
U.S.  markets  to  goods  from  Latin  America  under  tne 
Enterprise  for  the  Americas. 

Target  debt  rel ief  Debt  reduction  should  be  targe 
level  of  debt  which  can  be  sup ported  by  individual 
countries.  The  target  should  provide  sufficient  r 
allow  for  sustained  growth  while  ensuring  that  the 
debt  can  be  serviced. 


CONCLUSION 

The  Brady  plan  and  Bush  admin istrat ion ' s  position 
real  hooe  for  Latin  American  debt  reduction.  Wit 
continent  rich  in  natural  resources  and  resil lent 
despite  repeated  abuse,  debt  reduction  can  be  acni 
GDP  can  grow  so  that  debt  which  remains  can  be  ser 
Once  debt  is  reduced ,  credit  worthiness  can  be  res 
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stretchout  programs  can  be  instituted 


Under  those 


programs ,  vibrant  and  growing  economies  can  outgrow  their 
d  e  b  t  o  r  o  b  i  e  m  s  . 


